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Herring: Distribution Cost Analysis

Cost analysis techniques for distribution have lagged
far behind those for production. This article reviews
some of the reasons why and suggests some directions
that distribution cost analysis might take.

DISTRIBUTION COST ANALYSIS
by Dora Herring
Mississippi State University

ing costs have generally not been
costs have long
applied to marketing.
been a neglected area of cost
analysis. Studies have shown that Like the manager of production,
the manager of the marketing func
they comprise 50 to 60 per cent
tion should develop a plan, set
the cost of consumers’ goods.1 Yet

standards based on the plan, meas
they have never received the man
ure performance, and judge it
agement attention given to pro
against the standards—all the while
duction costs, and the accounting
evaluating the plan to make sure
techniques that have proved suc
it remains a good one. Since the
cessful in controlling manufactur
manager of marketing is seldom
1 Kenneth R. Davis, Marketing Manage
familiar with accounting meth
ment, The Ronald Press Company, New
ods, this task is best performed by
York, 1961, p. 285. About 25 per cent
a team consisting of the account
of the cost of distribution is incurred
ant and the marketing manager.
by the manufacturer,
per cent
This
kind of team effort is common
the wholesaler, and 45 per cent by the
in production cost analysis, but it
retailer (Ibid., p. 287).
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is less frequently utilized for dis
tribution cost analysis—partly be
cause production-oriented manage
ments have not insisted upon it.
Both production and distribution
costs should be analyzed for the
purposes cost determination, cost
control, and direction of effort.
However, the objective of direc
tion of effort is much more impor
tant in distribution than in produc
tion cost analysis because manage
ment has so much short-run
bility in decision making in this
area.
Small businesses may not find
it necessary to analyze distribution
Management Services
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Cost of air shipment over rail should always be
checked against demand elasticity of the product.

costs in detail. As the scale of oper
ations increases, however, special
ization of effort, geographic de
centralization, and delegation of
the ability to incur costs make dis
tribution cost analysis more im
portant.
Several developments in the last
few decades have increased the
need for more effective direction
and control of distribution
The relative importance of market
ing’s role has increased, the market
ing job has become more complex,
the general trend of prices has
been upward, and the rate of rise
in consumer buying has increased.
At the same time the possibility of
improving distribution cost analysis
has been enhanced by the avail
ability new electronic equipment
that is capable of processing the
great amount of quantitative detail
characteristic of distribution prob
lems.
Because of the significance of
distribution costs, the increasing
complexity of the marketing job,
the slow development and use of
accounting techniques in distribu
tion cost analysis, and the apparent
complacency of management, there
is great need for more emphasis on
distribution cost analysis. This ar
ticle directs attention to five basic
aspects
the subject: the specific

nature of distribution costs, the ob
jectives of distribution cost anal
ysis, the problems involved, the
various bases and methods of distri
bution cost analysis, and specific
aspects of systems to produce dis
tribution cost data.
Nature of distribution costs

The Association of National Ad
vertisers defines distribution costs
as including direct selling costs, ad
vertising and sales promotion costs,
transportation costs, warehousing
and storage costs, credit and col
lection expense, financial expense,
general administrative expense, and
“all other” distribution costs.2 This
definition has been criticized be
cause no basis is offered for mak
ing the distinction between general
administrative expense and “all
other” distribution costs. Various
writers have presented other list
ings, which have
been sub
jected to various criticisms.
It is generally agreed, however,
that there are two broad categories
of costs—production costs and dis
tribution costs. Furthermore, it is
common
consider as production
2 Hadley P. Schaefer, “The Distribution
Cost Problem,” Accounting Review, Oc
tober, 1958, p. 625.
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costs all costs incurred up until the
time of shipment and to consider
as distribution costs all costs di
rectly related to the distribution of
the product. Distribution costs,
therefore, include costs of sales ef
fort, sales management, order proc
essing, delivery, advertising, pro
motion and samples, and any other
costs of marketing a product.
All these costs and their relation
ships must be considered in at
tempting to analyze total distribu
tion
Some companies, for ex
ample, are finding that warehouse
expenses, inventory costs, and han
dling and storage costs can be
greatly reduced by shipping by air
directly from a central point. This
approach to the choice of a carrier
departs significantly from the more
usual one—selection of the cheapest.
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Herring: Distribution Cost Analysis

Marketing costs have several distinctive characteristics . . .

The overall objective of the ac
countant in performing distribution
cost analysis is to aid in increasing
profits by influencing pricing poli
cies or by indicating how marketing
costs might be reduced either in
total or as a percentage of the sales
dollar.

Incremental costs must be known
Cost considerations are crucial in
setting product line prices. To maxi
mize profits for the entire product
line management must know the in
cremental costs of individual prod
ucts as well as their demand elas
ticities. For example, the incre
mental cost of shipping by air
rather than by rail freight should
be compared with the demand elas
ticity of the product to determine
whether prices can be set to cover
such increased costs and also yield
additional profit.
Different combinations of prod
uct prices will produce different
product mixes with different reve
nues and costs. Distribution alter
natives are varied. An analysis of

these alternatives and the results
that may reasonably be expected
will help management decide which
combination of prices will maxi
mize long-run profits.
Cost analysis is also important in
product development. Products are
often manufactured to meet exist
ing situations and to sell at specific
price levels. For example, fre
quently the retail price is estab
lished in the market place, and the
manufacturer must produce and
market the product at cost levels
sufficiently low to result in a fair
profit. Design, shape, color, texture,
and materials must satisfy both
factory and marketing require
ments. Marketing requirements dif
fer among various products, and
available distribution alternatives
are also different. Careful distribu
tion cost analysis is necessary to
determine which products can be
produced and marketed at a fair
profit.
The role of distribution cost
analysis in providing a legal record
for price differences is more im
portant than is generally believed.

Financial and marketing executives are jointly responsible for distribution

costs but the necessary interdivisional cooperation is often hard to achieve.
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Most companies sell their products
at different prices in different geo
graphical areas. According to a re
cent survey, some companies do not
add distribution cost to production
cost in determining prices, and
many that do use an average
rather than the distribution cost
that actually pertains to the par
ticular area or product being
priced.3 Under the Robinson-Pat
man Act the legality of price dif
ferentials between customers is de
pendent upon the ability of the
seller to show differences in cost
sufficient to justify them; the bur
den of proof lies on the seller. Cost
differences are all too often the re
sult of differences in distribution
costs rather than in production
costs.

Problems
Many problems are encountered
in distribution cost analysis. Iden
tification is one of the first of these.
Some of these costs are very elu
This makes it difficult to de
termine a functional breakdown
and bases for allocation. A second
problem arises from the fact that
financial and marketing executives
are jointly responsible for distribu
tion costs, and the required inter
divisional cooperation is sometimes
hard to achieve.
Marketing costs have several
distinctive characteristics that cause
analysis problems. Many of them
are avoidable out-of-pocket costs,
which can be shifted from the
manufacturer to an agent, whole
saler, or retailer. Many of them in
crease along a stepped rather than
a straight line; they cannot be in
creased or decreased in small in
crements. They can be cut much
more easily and rapidly than pro3 H. Clifton Morse and E. E. Wyatt,
Reduction Guide For Manufactur
ing Management, Wyatt & Morse, Inc.,
ago, 1961, p. 105.


sive.
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. . . that cause analysis problems.

duction costs; a management that
takes advantage of this inherent
reducibility may find profits declin
ing even more drastically. The com
plexity of the long-run effects of
marketing cost changes makes their
measurement in terms of produc
tivity very difficult. They are costs
that have a marked variability be
tween firms.
Furthermore, there are many
limitations on the use of traditional
accounting data in marketing cost
analysis. One problem is the pres
ence of joint costs, which are re
corded in total in accounting rec
ords. Another is the fact that costs
contained in the accounting rec
ords are historical in nature, and
future costs are often more per
tinent to distribution decisions.
A third limitation is the inac
cessibility of certain types of data
in traditional accounting records,
which makes their use in market
ing cost analysis difficult. Conven
tional accounting often lumps data
which cannot be easily separated
for later marketing cost analysis
unless the accounting system has
been designed with such analysis

in mind. For instance, about 3 per
cent of the consumer’s dollar is
spent for packaging and related op
erations.4 These expenditures are
generally included with the cost of
the merchandise and thus are
buried distribution costs.

Management control weak


Some types of data are inacces
sible because they are not under
management’s control. For example,
salesmen are inclined to believe
that much of their activity is in
tangible and cannot be recorded in
reports. Since they are interested
in selling, not in record keeping, it
is often difficult to motivate them to
keep accurate, up-to-date records.
More often than not, marketing
performance cannot be measured
accurately by results. In production
the employees, the only human ele
ment, are under direct manage
ment control. In distribution both
buyer and seller contribute to the
4 Chamber of Commerce of the United
es, Cost of Distribution Services,
Washington, D.C., 1950, p. 48.


human element, and in a competi
tive society the buyer is not under
the direct control of the seller. Be
cause of lack of control over cus
tomers and competitors, results
may differ considerably from per
formance.
Furthermore, it is almost impos
sible to assign a dollar value to the
aesthetic aspects of distribution ac
tivities. The pleasure of viewing
artistic displays, artwork in adver
tising, and interior decorating ad
vice and assistance tend to defy
quantitative analysis.

Special techniques needed
Distribution costing necessarily
requires procedures that differ from
those used in production costing.
Men in the factory are working
within a prescribed area and with
tangibles; the circumstances are
conducive to accurate recording
and measurement of work. Thus
useful unit costs may be obtained.
Distribution costs are less tangible
and therefore more elusive.
Production costing techniques
have been used for analysis of cer

Inaccessibility of certain types of data in traditional accounting
records makes their use in marketing cost analysis difficult.
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tain elements of distribution costs,
i.e., advertising expense and sales
men’s compensation, but typically
each element has been considered
separately without its being re
lated to the whole. Experience with
these methods has indicated a need
for specialized distribution account
ing techniques.
For example, advertising costs
have been analyzed, but increases
in profits as a result of advertising
have not been compared to in
creases that might have been rea
lized through other distribution al
ternatives. Little research has been
done to determine the optimum
amount of expenditure for adver
tising or the proper allocation of
this expenditure among various
media.
Furthermore, many facets of
salesmen’s compensation have been
overlooked. The cost of training a
new distribution employee is much
higher than is generally believed.

Even though out-of-pocket ex
penses may not be high, beginning
employees often do not earn their
salaries for many months. The cost
of this low efficiency is part of the
cost of training. These costs are
extremely difficult to document,
allocate, and evaluate, however,
because salaries and sales of new
employees are lumped together
with those of experienced people
and only the totals are analyzed.

Herring: Distribution Cost Analysis
And there are often indirect costs
of training that make the additional
costs caused by employee turnover
difficult to measure; additional
costs
record keeping and similar
functions are buried.
In addition, there is a distribu
tion cost of inadequate training,
which should be considered even
though it is difficult to measure
with present techniques. For ex
ample, salesmen about to leave the
company are often given the task of
teaching their successors about cus
tomer preferences, the peculiarities
of particular customers, the best
sales routes to follow, the best allo
cation of time, and similar charac
teristics of a territory. This pro
cedure seems sound because the ex
perienced salesman is in the best
position to know these character
istics. However, the company is not
able to judge whether such train
ing is adequate—or is performed at
all.

Basis for analysis
Three bases may be used for the
analysis of distribution costs: (1)
nature of expense or object of ex
penditure, (2) functions or func
tional operations performed, and
(3) the manner of application of
the distribution effort.
Natural accounts are defined as
those accounts in which the nature

of the expenditure can be deter
mined from the name of the ac
count, i.e., salaries, rent, supplies,
etc. Natural analysis involves an
examination of these accounts. Most
records readily provide data for
analysis of this type, but its useful
ness is limited because the classi
fications are too broad and the ex
penditures are not related to the
responsibility for their incurrence.
Thus, total salaries of a company
might be examined, but little in
formation is revealed unless this
total is broken down to depart
ments or functions.
In functional analysis an attempt
is made to break down and ex
amine costs according to the pur
pose for which the expenditure is
made. The grouping of functions or
departments will depend on the
organization of the company.
Use of the “manner of applica
tion” basis requires that costs be
broken down by products, sales
men, territories, channels of distri
bution, methods of sale, types or
locations of customers, sizes of
order, organization and operating
divisions, methods of delivery,
terms of sale, and other classifica
tions that might be applicable in a
particular company. Use of all
these categories by any one com
pany is not probable. Some com
panies can use only one method of
delivery or one set of terms of sale,

In production the human elements are under direct management control.
But in distribution both buyer and
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are factors to be considered.
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Training of new salesmen by experienced ones cannot be judged by the
company as to adequacy—or even as to whether it's done at all.

for example. Selection of sizes of
order or channels of distribution
may be determined by competition
or some criteria other than cost.
Furthermore, since the procure
ment of detailed data is costly, the
benefits of the use of the data must
more than offset the cost. Manage
ment in each company must deter
mine which categories to use ac
cording to its own needs.
Whatever the specific needs of a
company, the steps involved in
analysis by manner of application
are as follows: (1) determine
which divisions need to be ana
lyzed, (2) divide distribution costs
into their direct, semidirect, and
indirect components, (3) allocate
the semidirect and indirect costs,
and (4) prepare the analysis and
commentary.5 The basis of allo
cation of common costs is very im
portant when the manner of appli
cation base is used. Careful consid
eration and experience have to be
utilized in this part of the analysis.

and annual reports to stockholders.
Functional analysis is useful to top
management, which does not have
time for minute detail. Analysis by
manner of application is useful to
department managers, sales man
agers, and others in middle man
agement.
Methods of analysis

Most companies’ preference

Most companies that analyze dis
tribution costs seem to prefer a
combination of the three bases.
Cost totals by nature of the item are
useful for condensed statements
5 J. Brooks Heckert and James D. Willson, Controllership, The Work of the
Accounting Executive, The Ronald Press
ny, New York, 1952, p.of77.

of

Several methods of distribution
cost analysis may be used with
any of the three bases. The con
tribution margin method attempts
to show the contribution
a seg
ment of the business to indirect
costs or profit. Thus, only func
tional costs that could be avoided
if the segment were to be elimin
ated are considered. The resulting
income statement would show the
contribution of each department to
coverage of fixed costs and profit,
thereby focusing management’s at
tention on variable costs.
The comparative cost and per
formance method requires analysis
of two or more alternatives, each
of which is independent of the
other and each of which may be
chosen by management. Perform
ance data such as the number
calls made or the number of orders
—with the related cost data—are
broken down so that they can be
compared with similar data for al
ternatives. Costs of alternatives
may be divided into fixed and
variable segments and plotted

graphically to show the level of
sales at which each alternative is
desirable. Examination of the vary
ing level of fixed expense and the
changes in the slope of the vari
able cost curves indicates the level
at which a change is desirable.
Such data are useful in improving
operations and in long-range plan
ning.
The breakeven analysis approach
is popular among businessmen as a
means of comparing alternatives.
The breakeven point represents the
point at which both fixed and vari
able costs are covered. A breakeven
chart is useful for communication
with people in the company who
are not trained in cost analysis.
However, conventional breakeven
analysis assumes that any quantity
might be sold at any price, ignor
ing the fact that the quantity de
manded and the selling price have
a direct relationship to each other.
This method also fails to allow for
economies of scale.

Flexible breakeven chart

Dr. E. J. McCarthy has devel
oped a flexible breakeven chart on
which he takes the demand curve
into account6 and which has been
modified by the author of this ar6 E. Jerome McCarthy, Basic Marketing,
A Managerial Approach, Richard D. Ir
win, Inc., Homewood, Illinois, 1960,
p. 661.
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tide to consider economies of
scale. On this chart (the figure on
page 59) many total revenue curves
can be graphed,
opposed to the
use of only one total revenue curve
in the traditional approach.
Each of the straight lines that
begin at the intersection of the X
axis and the Y axis and are drawn
upward and to the right represents
the total revenue that will be re
ceived if the quantity indicated can
be sold at the indicated price. The
quantity that consumers are ex
pected to demand at each price is
marked on the straight line, and a
curve connecting these points is
drawn. This curve becomes the
new total revenue curve. The cost
curve should be drawn as a con
vex curve rather than as a straight
Costs should be separated
line to allow for economies of
scale. The most profitable output
according to the distribution
will be the point at which this new
total revenue curve is at its great
function involved. The
est vertical distance from the total
resulting categories should
cost curve.
It is true that demand is an elu
then be broken down by
sive factor and that the calculation
of elasticities of demand is a com
manner of application —
plicated matter. Thus, the points
in enough detail so that
representing quantity demanded
would have to be estimates. How
managers at various levels
ever, such estimates are now made
for pricing purposes. Breakeven
can be given the information
points in the conventional manner
needed for decision
for many alternative prices would
still be shown.

making and cost control.

Differential cost analysis
new method that Frank H.
Mossman chooses to call differen
tial distribution cost analysis7 has
been advanced but does not seem
to have been tested by practice.
Functional cost centers are estab
lished; gradations within these cost
centers are established; and data
are obtained semi-independently of
the records, with primary consid
eration being given to the cause of
the costs.
7 Frank H. Mossman, Differential Distri
bution Cost and Revenue Analysis: A
New Approach, Marketing and Trans
portation Paper No. 10, Michigan State
University, East Lansing,
1962.
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Under this approach fixed and
variable costs are determined semiindependently of the individual
accounts according to causation
and are grouped according to the
functional cost centers of the busi
ness enterprise. Cost centers that
might be used are market delinea
tion, communication, purchase mo
tivation, product adjustment, physi
cal distribution, transaction, and
post-transaction. Factors that cause
cost differences for each of these
functional cost centers include
market knowledge, market density,
average size of order, time element,
servicing, distance, and volume.
Some reasonable basis of grada
tions within each of the factors
should be established, and then a
per unit cost should be determined
within a given gradation of a given
factor. Analysis of the factors caus
ing cost differences and summation
to obtain the average total cost per
unit are useful in planning market
ing strategy.

Aspects of systems
It is not within the scope of this
paper to develop an accounting
system that will provide for distri
bution cost analysis. However,
since any such system has to be
especially designed, its objectives
should be specified.
Costs should be separated ac
cording to the distribution func
tion involved. The resulting cate
gories should then be broken down
by manner of application in
enough detail
that managers at
various levels can be given the
cost information needed for de
cision making and cost control and
for compliance with state and fed
eral legislation.
Standards should be developed
for each of the categories of ex
pense to the extent possible. The
expenses in each account should be
relatively homogeneous, and the
titles and descriptions of the ac
counts should be clear enough to
enable the bookkeeper to classify
expenses easily.
Provision should be made in the
system for recording the standards,
Management Services
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R= Total revenue curves at various prices
ST = New total revenue curve considering demand
P = Most profitable output
O = Conventional breakeven points at various prices
X = Quantity demanded at various prices
FLEXIBLE BREAKEVEN CHART

comparing them with actual costs,
and reporting the variances. Guides
used in determining the amount to
be budgeted are past experience

based on historical accounting
figures, activities of competitors,
new objectives, results from studies
of varying the advertising or the
number of salesmen in certain
areas, and the resources of the com
pany. Budget periods of three
months, six months, or twelve
months have been found to pro
duce adequate results. Tentative
plans may be made for longer pe
riods and revised each quarter
or year.
An important requirement of an
accounting system designed for
proper distribution cost analysis is
proper reporting—the right state
ments for the right executive at the
right time—which includes proper

correlation and interpretation. Man
agement must make the decisions,
but it should not have to ferret out
the significant points. Therefore, re
ports should be as clear and simple
as possible. They should contain
only essential information; the
scope of the reports should be
suited to the needs of the particular
executive who will use them. Re
ports should show relationships and
trends and should contain signals
to draw attention to critical items.
This is especially true of reports of
distribution costs. In addition, dis
tribution cost reports should in
clude analyses of alternatives, pro
jected trends, and other informa
tion to help management in dayto-day planning of the direction of
distribution effort.
Although distribution costs repre
sent at least half of the consumer

https://egrove.olemiss.edu/mgmtservices/vol3/iss5/8
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dollar, they receive at best only
partial analysis. The complexity of
the marketing job has increased,
but managers are only gradually be
coming aware of their need for dis
tribution cost data. Development
of distribution cost accounting
techniques and analysis has been
slow. Lack of such techniques has
caused this to be one of the ne
glected areas in planning.
Management should recognize
the great potential for increased
efficiency through cost analysis in
the distribution area. Attention
should be focused on the criteria
for recognizing distribution costs,
the objectives of their analysis, the
problems that will be met, the va
rious bases and methods of distri
bution cost analysis, and the re
quirements of an accounting sys
tem that will permit such analysis.
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